Bridging the gap between academic ideas and real-world problems Online @: http://mercatus.org/publication/economic-costs-tax-policy-uncertainty-implications-fundamental-tax-reform
I
n the near term, individuals and businesses face substantial uncertainty from a host of tax policy changes that are set to take effect on January 1, 2013. The expiration of the so-called Bush tax cuts are the most significant of these scheduled tax changes. Tax rates are scheduled to go up, but such increases are far from certain. The United States faced a similar situation in late 2010, when the Bush tax cuts were initially set to expire.
1 Instead of resolving the issue, perhaps by permanently extending the tax cuts or allowing them to expire, Congress and the President kicked the can down the road, resulting in a reprise today of the 2010 debate.
Adding to the current confusion is uncertainty regarding the alternative minimum tax (AMT). The AMT is not automatically indexed for inflation and is projected to account for a growing share of federal revenues. However, Congress has prevented much of these tax increases through ad hoc "patches" that are generally enacted at the end of each year and apply only to that year.
In addition to the expiration of the Bush tax cuts and the AMT patch, other temporary tax provisions are set to expire. A two-percentage-point federal payroll tax cut is one such provision. It was set to expire at the end of 2011 and was not fully extended for 2012 until after the year had begun. Furthermore, some taxes from the Affordable Care Act (ACA) are set to take effect in 2013, with others to take effect in later years. For example, ACA surtaxes on some high-income taxpayers are set to begin in 2013. 2 As enacted, the individual mandate (i.e., the "tax" for failing to obtain health insurance) is set to start at the beginning of the following year, in 2014. However, the tax is so low that it will be advantageous for many uninsured to pay the tax and forego insurance until they need it. 3 For the health insurance exchanges to function well and keep costs down, it will likely be necessary to substantially raise these taxes. The only thing that is certain is that any debate over the tax issue will be contentious and heated.
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See Jason J. Fichtner and Katelyn Christ, "Uncertainty and Taxes: A Fatal Mix" (working paper, Mercatus Center, George Mason University, Arlington, VA, 2010). 2. These tax increases seem more certain now that President Obama has been re-elected. However, both Democrats and Republicans have been reluctant to raise taxes while the economy remains in the doldrums following the Great Recession. 3.
Martin Feldstein, "Obamacare's Nasty Surprise," Washington Post, November 6, 2009, http://www.nber.org/feldstein/washingtonpost_110909.html.
Over the longer term, uncertainty also looms large. In the coming decades, the U.S. federal tax system is expected to bring in far less revenue than Congress is projected to spend. Either major changes are needed to rein in programs such as Medicare, Medicaid, and Social Security, or major tax increases are needed-or a combination of the two approaches. Longtime budget expert Robert Reischauer (who formerly served as director of the Congressional Budget Office, or CBO, and president of the Urban Institute) states, "The path we're on can't go on for fifteen years. Whether it can go on for two, three, or four years, I have no idea." 4 This near-and longer-term uncertainty is not good for the economy. While good tax policy is always preferred to bad, a growing literature is finding that uncertainty itself has negative implications for the economy, slowing economic growth and possibly prolonging a weak recovery. Policy uncertainty has been shown to reduce investment and to cause firms and individuals to misallocate resources, and all of these things impose costs on society.
In a recent paper, Baker, Bloom, and Davis found that policy uncertainty could explain the United States' poor economic performance in recent years. Their model predicts that policy uncertainty similar to what the U.S. has faced in recent years will result in a lowering of real GDP by 2.2 percent and a loss of 2.5 million jobs. Note that the costs due to uncertainty should be distinguished from the fact that uncertainty may arise from increased prospects for harmful policies. In recent years, these two factors (i.e., uncertainty itself and the increased likelihood of inferior economic policy) have often been positively correlated. While policy uncertainty imposes economic costs, so too does a certain shift toward a bad policy environment. 5 In this paper, we detail the tax policy uncertainty that the U.S. currently faces, and we review the academic literature on the effects of policy uncertainty. In addition, we posit that rent-seeking is an additional cost of tax policy uncertainty that is neglected in the literature. We build on the work of Baumol, who contended that although entrepreneurship can be productive, it can also be unproductive or even destructive. We find that policy uncertainty increases the expected returns from rent-seeking and thus yields more of this unproductive or destructive entrepreneurship. An empirical model is developed to examine this hypothesis. We conclude by arguing that fundamental tax reform is an important step toward reducing tax policy uncertainty. However, special attention must be paid to designing a reform that will be enduring, as opposed to one that is undone through rent-seeking. For example, if the U.S. were certain to pass over the "fiscal cliff" discussed in the next section, the costs to the economy would likely be large.
SHORT-TERM AND LONG-TERM TAX POLICY UNCERTAINTY
The Bush tax cuts refer to a series of bills passed in 2001, 2003, and 2004 . 6 These tax cuts were, for the most part, extended two additional years by the Tax Relief, Unemployment Insurance Reauthorization, and Job Creation Act (TRUIRJCA) of 2010, which brings us to the so-called "fiscal cliff" at the end of 2012. The hallmark of the expiring tax provisions is the reduction of individual income tax rates for nearly all federal income tax brackets. However, tax provisions affecting capital gains, dividends, estates, payroll taxes, and the AMT, as well as a host of tax credits, deductions, and phaseouts, are all set to change in 2013. Other legislation, such as the American Recovery and Reinvestment Act (ARRA) of 2009, includes important tax provisions that often carry the same expiration date as the Bush tax cuts. CBO (2012) projects that federal revenues will increase by an additional $5.4 trillion over the next ten years if all tax cuts expire.
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The 1974 Congressional Budget Act created CBO and the process for assessing the budget implications of proposed legislation. These budget rules, intended to impose more prudent fiscal policy, are often gamed by politicians. As a result, they sometimes yield policy uncertainty and policies that are less desirable than had the rules not been in place. 8 As former CBO Director Rudy Penner noted in 1990, "we have a [budget] process that looks very elegant on paper, but is leading to very dishonest and disorderly results…[I]t has done an enormous amount of harm in spawning a large number of gimmicks that make it very difficult to analyze the budget anymore. These gimmicks make investors and other outsiders lose confidence in the government." 9 More than two decades later, Penner's critique still has merit. The passage of the Bush tax cuts is a case in point. Because the Bush tax cuts were passed via Congress's reconciliation process (which stems from the Budget Act), they were subject to the "Byrd Rule," which requires that any tax or spending bill passed via reconciliation not adversely affect the federal deficit in years outside the ten-year budget window. 10 As a result, instead of pushing permanent legislation that would offset the reduction in revenues with cuts in spending growth, Congress proposed temporary legislation, in the hope that it would be made permanent later. The Bush tax cuts also employed the common practice of phasing in the cuts over several years, so that that the negative impact on the deficit would be reduced in the early years, making projections over the ten-year budget window more appealing than they would be for fully phased-in legislation. Thus, it is possible that the Budget Act has yielded diminished fiscal responsibility and greater policy uncertainty. CBO and the Joint Committee on Taxation (JCT) produce cost estimates for proposed legislation, but because Congress sets the rules of the game and then manipulates legislation accordingly, the Budget Act may provide a false sense of due diligence. Thus, while it is possible that the Budget Act has had a positive impact on the budget process and policy outcomes, such a statement is at least debatable.
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Details on Expiring Legislation
For more than a decade, Congress has relied on temporary or short-term fiscal policy, resulting in an array of tax provisions that are set to expire at the end of 2012. 13 The expiration of these policies will amount to a sharp tax increase.
14 First, the Bush tax cuts passed in 2001, 2003 , and 2004 decreased rates on earned income (as well as on capital gains and dividends) for nearly all taxpayers. The expiration of these cuts will lower personal exemptions, while reintroducing the phaseout of personal exemptions and itemized deductions. It will also increase capital gains and dividend tax rates, increase the estate tax rate (while lowering the exemption), and remove a host of other credits, deductions, and deduction limitations. The fact that the tax cuts were first set to expire at the end of 2010 has likely contributed to the recent increase in tax policy uncertainty shown in Figure  1 . The expiration of these provisions is projected to increase tax revenues by $2.84 trillion over 10 years (Table 1) . Second, the most recent patch to the AMT, which adjusts the number of taxpayers subject to this tax, expires on January 1, 2013. Without an AMT patch for 2013, an estimated 31 million taxpayers will owe tax under the AMT. According to CBO, if the AMT patch were not renewed, revenues would increase by $952 billion over ten years, and 26 million more taxpayers would be subject to the tax in 2012 (Table 1) . 15 The current patch reduces the number of affected tax filers from 17 only 155 high-income households faced the tax. Because the AMT is not indexed for inflation (unlike brackets for the regular income tax, which are indexed), it hits taxpayers with lower and lower real incomes each year. AMT liability equals the person's tax liability calculated under the AMT minus their liability calculated under the regular federal income tax, if positive. By lowering tax liabilities under the regular federal income tax, the Bush tax cuts increased tax liabilities under the AMT. To offset this, the Bush tax cuts included an AMT patch, but only for four years. Since 2006, the AMT patch has, for the most part, been adjusted on a yearly basis without any guarantee of its extension.
Congress's failure to seriously address the AMT is another artifact of the Budget Act and related rules for assessing bills. One-or two-year patches, on paper, require the government to forego revenue in only one or two years of the ten-year budget window. All else being equal, if Congress passes a one-year patch for ten straight years, the effect (over the ten-year period) would be the same as a change that permanently indexed the AMT. However, because CBO and JCT are required to assume a current law baseline when assessing legislation, continual ad hoc changes will always look better on paper. 18 In the coming weeks, it is possible that Congress will not act, or that Congress will renew some type of patch-or even abolish or permanently index the AMT for inflation.Thus, the fate of this tax is a major source of policy uncertainty, which may itself impose economic costs. Third, the two-percentage-point payroll tax cut enacted as part of the December 2010 tax bill-which itself was intended to replace the two-year-old Making Work Pay tax credit-also expires after 2012. This tax cut reduced the employee share of 16. Tax Policy Center, "Alternative Minimum Tax: What is the AMT?", http://www.taxpolicycenter .org/briefing-book/key-elements/amt/what-is.cfm. 17. An alternativ3 minimum tax was created in 1969. 18. The baseline is the scenario that is used for reference when measuring the revenue or expenditure implications of legislation. For its official revenue estimates, CBO and JCT are not permitted to make predictions concerning future actions by Congress. Rather, they are to assume that the laws on the books will not change. For example, they are not to assume that Congress will extend the AMT patch, even though it has done so for many consecutive years.
Social Security payroll taxes in 2011 from 6.2 percent to 4.2 percent. Originally, the payroll tax cut was presented as a one-year fiscal stimulus, but it was extended for part of 2012 on a last-minute vote in December 2011; in 2012, it was extended for the remainder of the year. It is unknown whether this provision will be extended for the coming year as well. CBO estimates that foregone revenue from this tax cut will total $225.7 billion for 2011 and 2012.
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Fourth, a hodgepodge of other tax extenders is also expiring. Different groups define "tax extenders" differently: for example, some consider the Bush tax-cut extensions and the AMT patches to be tax extenders, while others include only miscellaneous tax provisions in that category. Here we define "tax extenders" as regularly recurring tax extensions that have not already been addressed; more specifically, we use the term to refer to a group of 80 or so temporary tax provisions slated to expire within 10 years. 20 JCT breaks down expiring provisions by the year in which the legislation is set to expire. 21 Examples of tax extenders are the deduction of state and local sales taxes, the research and experimentation tax credit, and incentives for alcohol fuels, as well as more obscure provisions, such as the Indian Employment Tax Credit.
22 CBO (relying on analysis from JCT) projects that a tenyear extension of these tax extenders would lower revenues by $839 billion, in addition to $173 billion of added debt service-that is, additional interest payments resulting from increased government borrowing. to extend the tax cuts unless the top tax brackets are included. 24 If the stalemate persists, tax rates will revert to pre-2001 levels for all brackets.
Long-Run Policy Uncertainty
While the U.S. faces tremendous short-term policy uncertainty, the long-term outlook is no better. None of the scenarios likely to occur prior to 2013 addresses the nation's long-term fiscal problems, so the one thing that seems clear going into 2013 is that policy uncertainty will continue to be a major issue. For many years, and predating the Great Recession, economists and other policy analysts have warned that the government's taxing and spending policies are unsustainable.
25 Long-run spending commitments are out of line with long-run revenue projections, given anything resembling current tax policy (or historical measures of tax revenue as a share of GDP). For more than a decade, special bipartisan commissions have proposed reforms for areas such as Social Security, tax policy, and the nation's overall fiscal position.
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Despite these efforts, Congress has not acted on any of these recommendations. To the extent that Congress and the President do act, it is often to worsen the long-term fiscal outlook. For one example, consider the 2003 bill that expanded prescription drug coverage to Medicare. 27 Other scholars make similar arguments regarding President Obama's health-care legislation-the 2010 Patient Protection and Affordable Care Act (ACA). 28 See, for example, Blahous or Holtz-Eakin and Capretta.
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Lawrence Kotlikoff, Richard Evans, and Kerk Phillips estimate that the fiscal gap, which measures the difference between spending obligations and expected revenues, is a staggering $211 trillion in present value terms. By comparison, annual U.S. GDP is about $15 trillion. In order to address this imbalance, either taxes would Tables, "Table 1 .2-Summary of Receipts, Outlays, and Surpluses or Deficits as Percentages of GDP: 1930-2017," http://www.whitehouse.gov/sites/default/files/omb/budget/fy2013/assets/hist01z2. xls. Due to chronic deficits, post-WWII federal spending as a share of the economy is over 2 percentage points higher than tax revenues as a share of the economy. 33. Some argue that the causation is reversed and that it is this government involvement that is a major driver in health-care spending. have to be permanently increased by 64 percent 30 or spending would need to be cut by 40 percent. 31 If the gap is filled solely by raising taxes, tax revenues would rise to 26.7 percent of GDP, or roughly 50 percent above the post-World War II average of 17.7 percent. 32 The key driver of the fiscal gap is entitlement spending, and particularly government spending on health care (e.g., Medicare).
The U.S. spent (from government and private sources) about 18 percent of GDP on health care in 2011. For many years, spending on health care has grown much more rapidly than the overall economy. Because government plays a large and growing role in financing health care, this trend has placed great strain on government budgets. 33 Depending on the fiscal constraints utilized by the federal government, CBO estimates that Medicare spending will grow to 6.7 percent of GDP by 2037 while Medicaid, the Children's Health Insurance Program, and the Affordable Care Act's subsidized exchanges are projected to reach 3.7 percent of GDP. 34 This does not include tax expenditures that are used to subsidize health care and health insurance; such subsidies totaled $187 billion for 2011. 35 Similarly, Social Security outlays are expected to increase from 5.0 to 6.2 percent of GDP by 2037. 36 The trajectory for these programs poses serious problems, further exacerbated by the fact that the federal government continued to run substantial deficits prior to 2012, and even prior to the Great Recession. If the fiscal imbalances continue to go unaddressed, payments on debt obligations will grow rapidly. CBO's ten-year outlook estimates that debt servicing as a percentage of GDP will rise a full percentage point by 2022, with further increases projected after that year. 37 Baker, Bloom, Davis Policy Uncertainty Index Scott Baker, Nicholas Bloom, and Stephen Davis (henceforth BBD) produce several indices measuring uncertainty, most of which date back to 1985. 38 They include indices for policy-related economic uncertainty and financial uncertainty, as well as an overall uncertainty index and an index measuring tax policy uncertainty (based on expiring tax legislation). 39 We use these indices for historical perspective. Later, we will examine the relationship between some of these uncertainty measures and rent-seeking.
For our purposes, one shortcoming of the BBD measures is that their tax measure only extends back to 1998. Several of their other measures are based on Google News searches and, as mentioned above, extend back to 1985. 40 By contrast, the BBD tax measure is based on expiring tax legislation reported by JCT, which extends back to just 1998. In order to obtain a measure back to 1985 (which is important to our analysis later in the paper), we construct our own tax policy uncertainty index following the same approach laid out by BBD for their other Google News-based measures.
For our measure of tax policy uncertainty, we calculate the number of hits by month from Google News searches. We scale this measure by dividing by the number of times an analogous Google News search turns up the word "today." Our index spans from January 1985 to October 2011. We search for the terms "federal" 38. Scott R. Baker, Nicholas Bloom, and Steven J. Davis, "Measuring Economic Policy Uncertainty"(working paper, 2011). 39. BBD indices were created using a variety of techniques and sources for data, depending on the component of the index. The monthly economic policy uncertainty index comes from using a combination of three weighted inputs: ½ for broad news-based policy uncertainty, 1/6 for a tax expiration index, 1/6 for forecasted disagreement on the inflation rate (as measured by the Consumer Price Index, or CPI), and 1/6 for forecasted federal purchases disagreement. Each measured component was normalized by its own standard deviation. Some indices used by BBD were generated by normalizing the Google News searches on particular keywords with a backward-looking 36-month moving average. For example, the policy-related economic uncertainty index was created through a search of terms containing "uncertain" or "uncertainty," "economic" or "economy," and one of more of the following terms: "policy," "tax," "spending," "regulation," "federal reserve," "budget," or "deficit." The monthly index generated by BBD for discounting expiring tax legislation is weighted accordingly: 0.5
, where T is equal to the number of months in the future that the tax provision expires. Dispersion of forecasts in the CPI and federal expenditures are treated as proxies for economic uncertainty, as in most prior economic literature. Economic data for the economic-policy uncertainty index was collected from the Joint Committee on Taxation and the Federal Reserve Bank of Philadelphia's Survey of Professional Forecasters. These data are publically accessible at www.policyuncertainty.com. 40. These Google News searches were conducted on a month-by-month basis between January 1985 and October 2011. Each search was related to news measurements of economic, financial, and policy uncertainty. To set a value for each Google index, the raw count of article results is scaled by the number of Google News articles that use the word "today." The search results are normalized due to a rising number of articles appearing online since 1985 (a 600 percent increase, according to BBD). This measure is then normalized to 100 for the first period of data. Like Baker, Bloom and Davis, we utilize a backward-looking 36-month moving average to smooth the monthly data and remove high-frequency noise.
and "taxes" with "uncertain" or "uncertainty." As with BBD's measures, we scale the raw article to account for the rising number of articles that appeared online between 1985 and 2011. Our monthly and yearly news-based tax uncertainty indices are graphed against BBD's general economic uncertainty and policy uncertainty indices, as well as their measure of expiring tax provisions (Figure 1 ). Our tax uncertainty index exhibits the same general pattern as the measure of expiring tax provisions, but the fluctuations over the past decade are nuanced by comparison. In general, our uncertainty measure is more stable than the other news-based measures produced by BBD. While we attempt to mirror their approach, it is possible that there are slight differences.
Sources: BBD, Google News, Joint Committee on Taxation
BBD argue that over the last ten years policy uncertainty has been a larger component of overall economic uncertainty than in the past. Figure 1 suggests that some of the rise in overall policy uncertainty may be attributed to heightened tax policy uncertainty. BBD's annual measure of tax policy uncertainty is based on counting the number of expiring tax provisions. 41 However, the number of such tax provisions may not accurately reflect their economic importance, since the dollar value of expiring provisions varies greatly. It's important to note that our index also does not directly measure the economic significance of tax provisions.
In the next section, we will look at the potential economic implications of tax policy 41. This measure is discounted to allow for the time to expiration and also to reflect the fact that many expiring tax provisions are routinely renewed.
FIGURE 1. UNCERTAINTY INDICES AND TAX EXPIRATION
uncertainty and at the relationship between tax policy uncertainty and lobbying, which we use as a proxy for rent-seeking behavior. We will also discuss the literature examining the relationship between policy uncertainty and economic growth.
II. THE ECONOMIC COSTS OF POLICY UNCERTAINTY
There is no consensus on how to best measure policy uncertainty or the magnitude of the associated costs. However, the fact that policy uncertainty adversely affects the economy is well established. We categorize the three main avenues of harm as decision paralysis, resource misallocation, and capital flight (or hibernation) from fear of regime change. We now build on this literature by positing a fourth avenue: increased rent-seeking. We contend that added rent-seeking, triggered by uncertainty, represents an additional drag on the economy, and we believe it is a contributing factor to the overall economic costs of policy uncertainty.
Uncertainty and Economic Performance
BBD, discussed in the previous section, find that policy uncertainty can impose negative effects on investment, consumption (and GDP, of which investment and consumption are primary components), and employment. According to estimates from the BBD model, "an increase in policy uncertainty equivalent to the actual increase from 2006 to 2011 is followed by a decline of about 2.2% in real GDP and 13% in private sector investment and an employment drop of around 2.5 million persons." 42 BBD find that policy uncertainty accounted for a relatively small share of economic uncertainty in the 1990s but explained a larger portion of it after 9/11. The authors conclude that most movements in overall economic uncertainty in recent years may be attributed to policy uncertainty.
BBD do not examine the process by which uncertainty harms the economy but rather report strong negative correlations between uncertainty measures and economic activity. They note various avenues (addressed in the literature) by which uncertainty imposes economic costs and argue their findings are consistent with these underlying processes. In the next section, we use some of BBD's measures in conjunction with other data to examine one potential avenue by which tax policy uncertainty may impose economic costs. That is, the relationship between uncertainty and rent-seeking, which sheds additional light onto BBD's findings. Our hypothesis does not supplant other avenues through which policy uncertainty affects the economy, but rather is an additional implication of policy uncertainty that, to our knowledge, has not been addressed in the literature. 42 . BBD note that ascribing a causal relationship to their results requires strong assumptions.
Decision Paralysis
Consider a stylized world in which a venture capitalist is considering two investment alternatives, each requiring substantial sunken (or irreversible) costs. One option is investing in ethanol production, while the other investment is in solar energy. In the ongoing presidential race, one candidate, in an effort to appeal to farm states, promises increased tax subsidies for ethanol. Another presidential candidate, in an effort to appeal to environmentalists, promises a new tax subsidy for solar energy. 43 A venture capitalist, deciding where to invest, produces the following matrix:
The first number in each cell is the net return from an investment made ex ante (to the policy decision), whereas the second number is the net return from an investment made ex post. No ex post investment would ever be made in sectors that are not favored, since this would be a sure loser. If z were to equal 0, then a rational investor would choose to invest ex ante only if this return were greater than the ex post return divided by the probability that the policy that favors this investment is enacted-that is, if x ≥ y/Pr(win). Thus, if each policy is likely to occur with equal probability, then x must be at least equal to twice the expected ex post return (i.e., y). If z were positive (i.e., not zero), then x would need to be even larger. While this is a very simple and highly stylized example, it demonstrates how policy uncertainty can lead to decision paralysis.
This example is consistent with the findings of current Fed Chairman Ben Bernanke (1983), who showed that under an "irreversibility" assumption, uncertainty may lead to cyclical investment patterns in which purchasing durable investments is delayed in favor of holding liquid assets. 44 Similarly, Dani Rodrik (1991) found that policy uncertainty acts as a tax on investment, retarding development in poorer nations. 45 Coupled with irreversibility, even positive economic reforms are of only limited success if it is uncertain that the reforms will remain in place over the long term.
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Resource Misallocation
In addition to decision paralysis, policy uncertainty can alter the allocation of resources. This effect extends to firms making investment or hiring decisions, as well as to people making savings and labor market decisions. For risk-averse individuals, uncertainty is likely to alter behavior: People engage in precautionary measures in response to uncertainty. These precautionary measures can be costly and increase the burden on the economy.
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Francisco Gomes, Laurence Kotlikoff, and Luis Viceira (2011) examined the impact of resource misallocations resulting from uncertainty. 48 They employed an overlapping generations model and produced excess-burden calculations to measure the costs of misallocating resources. Gomes et al. focused on the effects of uncertainty (with respect to Social Security and income tax rates) on measures such as wealth, income, consumption, and portfolio allocation over one's life cycle.
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Under their baseline assumption, they reported that uncertainty with respect to future tax rates results in a loss equal to 0.03 percent of annual income, when effectively 9 percent of income is subject to uncertainty. This number is sensitive to both the magnitude of the uncertainty (i.e., of potential tax changes) and the level of risk aversion. Gomes et al. conclude "that households experience sizable welfare gains from learning early about future changes in benefits and tax rates regardless of their attitudes toward risk or the uncertainty they face about their own labor earnings."
In a 2012 paper, Ellen McGrattan also found evidence that tax policy uncertainty 46 . There is a substantial literature on the impact that irreversibility in conjunction with uncertainty has on investment. In conjunction with uncertainty, irreversibility tends to reduce new investment. However, investments that passed a cost-benefit test in an earlier economic or political environment often cannot be undone in a later environment, even if they no longer appear prudent. That is, it is possible for irreversibility, while reducing investment at the margin, to raise the overall capital stock because of the "hangover" effect that prevents firms from reducing their capital. See Andrew B. Abel and Janice C. retards investment. 50 She found that uncertainty regarding taxes on individual income, including corporate dividends and undistributed profits, decreased investment significantly during the 1930s. McGrattan wrote that tax policy uncertainty, while not the cause or primary driver of the Great Depression, played a larger role than most believed, and likely both prolonged the Depression and increased its severity. However, in McGrattan's case, it is not just uncertainty per se that influences investment, but also whether the uncertainty involves a potential shift toward a tax policy that is less favorable to investment.
In addition to the impact on economic outcomes, responses to uncertainty may decrease government revenues. Kevin Hassett and Gilbert Metcalf found that uncertainty surrounding U.S. investment tax credits may not have lowered investment but did lower federal revenues. 51 Expectations regarding investment tax incentives may increase aggregate investment or simply alter the timing of investment without affecting its overall level. McGrattan too reported evidence of intertemporal shifting of investment during the 1930s as a result of uncertainty. Again, the effect of uncertainty is related to the direction in which tax changes might occur. Depending on the interrelationship, uncertainty could even be associated with increased economic activity; however, in general, this would likely be the result of intertemporal shifting and not persistent economic gains.
Capital Flight or Hibernation
Robert Higgs argued that regime uncertainty played a major role in the length and severity of the Great Depression 52 and that this uncertainty explains the dearth of investment during that time. Higgs noted that it was not until after World War II that these fears were allayed and private investment returned to levels seen in the 1920s. While acknowledging that arguments about the pending end of the U.S. private-enterprise system seem "hyperbolic" in retrospect, Higgs chronicles political and legal events, as well as data from public opinion surveys, to suggest that cataclysmic views were real at the time. One source who exemplified Higgs's point was Herman Krooss, who concluded that "Business leaders sincerely believed that the government was in evil hands.. fact that uncertainty increases when policies that would hamper economic growth become more likely. Had the feared policy changes actually occurred (with no uncertainty), the economic implications would have been even more serious. Some argue that regime uncertainty underlies the poor economic performance of the U.S. economy since the onset of the Great Recession.
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Many fear the implications of unprecedented (at least in the post-WWII era) budget deficits in the short term, coupled with severe fiscal imbalances in the long term, driven primarily by entitlement programs, such as Medicare, Medicaid, and Social Security. Many would agree that the U.S. is approaching a crossroads: Drastic and painful reforms are needed simply to constrain the federal government to the size it has maintained since the end of WW II. A not-implausible scenario is that the U.S. will become more like Western Europe, with the federal government possibly increasing in size (as a share of GDP) by more than 50 percent over the next two generations.
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A recent Wall Street Journal op-ed by prominent economists (all of whom have served important roles in government) chronicled the magnitude of the issues facing the U.S.
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-the federal debt, increased regulations, and the actions of the Federal Reserve. They wrote, "The problems are close to being unmanageable now. If we stay on the current path, they will wind up being completely unmanageable, culminating in an unwelcome explosion and crisis." This suggests that fears of regime uncertainty may not be unwarranted-although the scenarios are not nearly as extreme as the ones feared during the 1930s, as described by Higgs (e.g., fascism or communism). To date, attempts to address America's problems have been met with political stalemates, which contributed to the downgrading of U.S. debt and, according to an op-ed in the Chicago Tribune, could lead to yet another downgrade in 2013. activities. 59 Before Baumol, the focus within the entrepreneurship literature was almost exclusively on the productive side. Baumol chronicled great innovations made over wide swaths of history, but he notes that in many cases these innovations did little to improve the lots of most individuals, and little effort was made to disseminate these inventions to the masses or to use inventions to increase productivity. Baumol argued that political and cultural institutions play a key role in whether or not innovations are geared toward improved productivity and economic growth. In many preindustrial societies, the path to wealth was through rulers, and not the marketplace; this fostered entrepreneurial rent-seeking, which does not increase the size of the economic pie. Neither did military innovations, which were often remunerative for individuals but not for society at large. Governments rewarded military innovations, but the wars in which these innovations were employed often slowed economic development. An important insight from Baumol is that it is not just the degree of entrepreneurship that is central to economic growth, but also the allocation of entrepreneurship between constructive activities and unproductive or destructive ones.
Although Baumol does not address the issue of politically induced economic uncertainty, our hypothesis is that policy uncertainty is a signal that government is open for business: Policies are going to change, and politicians are receptive to policy changes. With little policy uncertainty, higher returns may be sought from investing in productive activities. However, when government is receptive to policy changes, the returns from rent-seeking (through lobbying, political action committees, etc.) may be more appealing. When policy uncertainty does not otherwise exist, politicians sometimes manufacture it. For example, legislators sometimes propose "milker bills." These bills are not intended to actually become law, but rather to extort or "milk" rents from interested parties in exchanged for killing the proposal. 60 Thus, even a period with stable policies may contain substantial policy uncertainty and concomitant losses to the economy from rent-seeking and unproductive entrepreneurship.
In a 1991 study, Kevin Murphy, Andrei Shleifer, and Robert Vishny reported evidence that supports Baumol's conception of unproductive or destructive entrepreneurship. 61 They looked at career decisions across different countries and found that occupational choice is influenced by the relative returns in different sectors of the economy. They argued that in environments in which rent-seeking is a dominant path to wealth, more people will be drawn into law; in societies in which the dominant path to wealth is through the marketplace, fields like engineering will be more attractive. Indeed, Murphy et al. found that nations with more law students grow more slowly than nations with more engineering students. They suggested that the slowdown in economic growth over the past forty years in the United States may be due in part to a shift in the allocation of human capital toward disciplines that are more likely to be involved in rent-seeking and other nonproductive activities.
In related work, Russell Sobel examined relationships between the characteristics of political and economic institutions for U.S. states and both productive and unproductive entrepreneurial activity.
62 His findings were consistent with Baumol's: He found that sound institutions are associated with shifts in entrepreneurial activity from unproductive or destructive areas to constructive ones. He did not, however, relate Baumol's work to the question of policy uncertainty.
To our knowledge, Rodrik is the only one to make a connection between uncertainty and rent-seeking. Focusing on poorer nations, Rodrik noted that positive policy changes may yield increased investment. However, that new investment also creates vested interests in the new policy, and those groups will expend resources to see that the policies that favor their industry are extended-or that new policies benefiting their industry are enacted. While rent-seeking may promote stable policies, it also is a drag on the economy. It would be better to have an institutional arrangement that made further policy changes more difficult while signaling policy commitment by the government; then stable policy would be fostered without extracting wasted resources through rent-seeking. 
IIII. EMPIRICAL EXERCISE: TAX POLICY UNCERTAINTY AND RENT-SEEKING
Next we examine empirically our hypothesis from the end of the previous section: Namely, does uncertainty (and policy uncertainty in particular) induce increased efforts to lobby government? As discussed earlier, we posit that policy uncertainty is a signal not only that policies may soon change, but that efforts to influence policy are more fruitful than at other times. The logic follows that cost-benefit analyses will show, relative to periods with less policy uncertainty, greater returns from rentseeking than from more productive activities. Thus, policy uncertainty not only lowers the return on productive investments but may also raise the return on unproductive investments. In addition, as McChesney emphasized, rents may be extracted or "extorted" even if policies remain stable. The extracted rents may be the price paid for maintaining current policy.
We have found evidence that uncertainty (especially financial and tax policy uncertainty) does indeed encourage additional rent-seeking, which could be added to the economic costs of uncertainty. In other instances, however, uncertainty measures do not yield estimates that are statistically different from 0. In these instances, the results should be viewed as inconclusive, not as a rejection of our hypothesis. In fact, the sign of the estimated coefficients in all six specifications is consistent with our hypothesis, but the small sample sizes involved mean that some coefficients were not estimated with enough precision for statistical significance.
Rent-Seeking Proxies
One proxy for rent-seeking is the number of political action committees (PACs) and their spending levels. As shown in Figure 2 , PACs and PAC spending rose rapidly from 1977 through the mid-1980s. For the next decade or so, the numbers remained stable. Around the turn of the century, however, PAC activity resumed its growth pattern. Sobel argued that the federal budget surpluses of the 1990s were correlated with a lack of PAC growth. 63 Notably, the relatively stable levels of PAC activity began after passage of the Tax Reform Act of 1986; this was also a period of relatively low and stable uncertainty, as measured by BBD (see Figure 1 ). BBD's uncertainty indices generally rose, and became more volatile, beginning in 2000.
One issue raised by these data is the possible reallocation of resources from productive entrepreneurs to nonproductive rent seekers. Other proxies for unproductive entrepreneurship include lobbying and PAC expenditures. However, none of these proxies capture all rent-seeking efforts, which would include illegal activity as well as lobbying by government agencies to protect or expand their budgets. the extent that uncertainty fosters an environment conducive to rent-seeking, there may be wide-scale economic implications. As noted earlier, research has found that institutional characteristics can affect occupational choice-for example, between engineering and the law. 65 While lawyers may be of great value to society, at the margin lawyers are more likely to be associated with rent-seeking behavior, whereas engineers are more likely to be engaged in productive activities (broadly defined). Our hypothesis is that increased uncertainty should result in both an increase in unproductive entrepreneurship and a decrease in productive entrepreneurship. Here, however, we only examine the unproductive side.
Empirical Results
We performed a series of regressions to test our hypothesis. As shown in column 1 of Table 2 , we regressed the log change in the number of PACs against the lagged log change in tax expenditures as a share of GDP, as well as a time trend. 66 This first baseline specification did not include any measures of uncertainty. The estimated coefficient on the tax expenditure measure suggests that a one percent increase in lagged tax expenditures as a share of GDP was associated with a modest 0.02 percent increase in the number of PACs. However, this estimate is not statistically different from 0. One possibility is that as tax expenditures grow, more is at stake, 65. Murphy, Shleifer, and Vishny, "Allocation of Talent." 66. A couple of technical notes: (a) PACs and lobbying could also be drivers of uncertainty. We used lags of the uncertainty measures in an attempt to isolate the effect of uncertainty on rent seeking, as opposed to the other way around. (b) A more sophisticated approach would employ two-stage least squares to identify parameters. However, with small samples, two-stage least squares tends to yield biased estimates.
FIGURE 2. PACS AND PAC SPENDING
Source: FEC so more resources are expended to preserve or expand them. The results here do not support this hypothesis. In columns 2 to 6, as uncertainty measures are added to the model, the importance of this tax expenditure measure remained small and was never statistically different from 0. It may be that many tax expenditures are so ingrained that substantial lobbying may not be required for them to persist.
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In column 2, the log of the lag of BBD's overall uncertainty measure is added to the model. The estimate suggests that a one percent increase in the uncertainty measure is associated with a 0.07 percent increase in the number of PACs. However, this too is not statistically different from 0. Columns 3 and 4 also report statistically insignificant results for both economic and political uncertainty. Note that the sign of the estimated coefficient on the uncertainty measure is positive in all of these specifications, consistent with our hypothesis. These results are best viewed as inconclusive, due to a lack of statistical precision. With such small sample sizes, it would not be surprising to find statistically insignificant results when a true positive relationship does exist.
Results from columns 5 and 6 are more interesting. Both show positive and statistically significant relationships between uncertainty measures and the number of PACs. Column 5 suggests that a one percent increase in financial uncertainty will lead to a 0.04 percent increase in the number of PACs. By far the strongest result is from column 6, which focuses on our tax uncertainty measure. Here, a one percent increase in tax policy uncertainty is associated with a 0.2 percent increase in the number of PACs. This estimate carries strong statistical significance. In addition, our tax uncertainty measure does more than any other to increase the explanatory power of the model. The coefficient of determination rises from between 0.24 and 0.29 with the other uncertainty measures and to 0.51 with our tax policy uncertainty measure. These results support our hypothesis. The results are by no means definitive; they represent a limited approach, with the hope of spurring further investigation.
67. Tax expenditures are more akin to entitlement spending than to other programs with approved budgets. In most instances, they are a function of the behavior of individuals and firms and are not constrained by budget appropriations. Like entitlement spending, they do not rely on annual actions by Congress or on the passage of a budget. Of course, this is not true for temporary tax expenditures, which can expire without legislative action. This same analysis was also performed with lobbying expenditures as the dependent variable and again with spending by PACs as the dependent variable. The model for lobbying yields positive estimates for all of the uncertainty measures, and for BBD's overall uncertainty measure the estimate is statistically significant. For PAC spending, we found positive and statistically significant estimates for our tax policy uncertainty measure and for BBD's overall uncertainty measure. These results also lend support to our hypothesis, while relying on even fewer data than used in Table 2 -generally just 12 or 13 observations (as opposed to the 21 or 23 observations for the estimates in Table 2) . 68 The small sample size is likely a key reason why some of the estimates are statistically insignificant. In sum, we find that these results are generally consistent with our hypothesis that tax policy uncertainty promotes additional rent-seeking. With more data and better measures of rent-seeking, we suspect to find stronger results. However, it is noteworthy that this limited approach nonetheless yields positive and statistically significant estimates in some cases, and in particular for the tax policy uncertainty index.
IV. CONCLUSION AND IMPLICATIONS FOR TAX REFORM
The economic literature finds that policy uncertainty is harmful to the economy in a variety of ways. Clearly, uncertainty discourages investment and results in the misallocation of resources. As mentioned earlier, Baker, Bloom, and Davis show that policy uncertainty can help explain the United States' lackluster growth (in jobs and overall economic activity) in recent years. In addition to the other avenues by which policy uncertainty harms the economy, we argue that it fosters rent-seeking and unproductive entrepreneurship. Our argument is supported by an empirical examination of this issue, which finds correlations between increased tax policy uncertainty and PAC activity.
What can be done to lessen tax policy uncertainty? Enduring fundamental tax reform would certainly help. Aside from policy uncertainty, there are many good reasons to support tax reform. Although recent years have been marked by great political discord, few of any political bent would dispute the contention that the U.S. federal income tax is unfair, inefficient, and needlessly complex, and that it raises far less revenue than Congress commits to spend. These are reasons enough for tax (and spending) reform. However, tax policy uncertainty is another, often overlooked, reason. Broad principles for fundamental tax reform are beyond the scope of this paper. Instead, we consider proposals that may promote a more stable, more certain tax system, in which opportunities for rent-seeking are diminished.
68. PAC spending is measured over two-year election cycles. The PAC spending model is estimated in log form, instead of first differences, because autocorrelation does not appear to be present. When including the number of PACs or lobbying expenditures as the dependent variable, the models are estimated in first differences because the null hypothesis that the residuals are not serially correlated is soundly rejected.
The Tax Reform Act of 1986 (TRA 86) was America's most recent fundamental tax reform. TRA 86 was far from perfect, but it closed loopholes, broadened the tax base, and lowered rates. Studies have shown that it greatly reduced economic inefficiencies, and some argue that it laid the foundation for the U.S.'s strong economy during the remainder of the 1980s (as well as the 1990s). For example, Federal Reserve Bank of Dallas economist Anil Kumar found that TRA 86 substantially reduced overall deadweight loss in the economy. 69 MIT economics professor James Poterba found that the reform substantially lowered inefficiencies in the housing market. 70 However, a major shortcoming of TRA 86 was that the new tax system remained malleable. Fichtner and Feldman argued that this was partly the result of TRA 86's failure to tackle the largest and most politically sensitive tax deductions-such as the mortgage interest deduction and the exclusion of employer-provided health insurance. 71 As soon as many of the loopholes were closed, lobbyists and Congress were hard at work to reopen them. As the twentieth anniversary of TRA 86 approached, the report of the President's Advisory Panel on Federal Tax Reform noted that Congress had, since TRA 86, amended the tax code approximately 15,000 times. 72 That is more than twice a day, including weekends! In their detailed review of the effects of TRA 86, economists Alan Auerbach and Joel Slemrod concluded that "Even the simplification potential of radical tax reform depends on how enduring a simple, broad-based tax can be, in the face of constant political pressure to reintroduce special 'encouragements' or to redistribute the tax burden." 73 The problem of maintaining a reformed tax code stems from the fact that economic efficiency does not have a well-organized or focused interest group to represent it. Economic efficiency produces great benefits, but these benefits are widely dispersed, putting it at a political disadvantage. By contrast, carve-outs and other special provisions that make the tax system more inefficient, complex, and unfair often confer concentrated benefits on a relatively small group. While the costs of such measures generally far outweigh the benefits, the beneficiaries are more concentrated and the benefit per beneficiary is often much larger. These measures lend themselves to more effective lobbying. 74 The fact that the tax code is constantly under revision can have several harmful effects on the economy. First, even an otherwise simple, fair, and efficient tax system fails to instill confidence if the system is in perpetual motion. A system that is amended twice a day, on average, is inherently uncertain. Second, the constant amending of the tax system often undoes the benefits from reform by opening and widening loopholes-and, more generally, by reducing the tax base. By some measures, tax expenditures totaled over $1.2 trillion for 2011. 75 That is, the array of special provisions, including credits and deductions, resulted in forgone federal revenues equal to more than 50 percent of the $2.3 trillion in federal revenues actually collected. 76 These tax loopholes result in greater inefficiencies and higher tax rates-or, in recent years, greater borrowing and greater debt. Third, the constant changes to the tax code are the result of rent-seeking. As McChesney emphasized, rents are also extracted to maintain provisions in the tax code (i.e., to not have them amended). 77 Rent-seeking represents a further loss to the economy through the shifting of resources from productive activities to unproductive or destructive ones. As Baumol argued, societies that rely heavily on institutions that reward rentseeking tend to stagnate; societies that rely on institutions whose wealth is achieved through private competitive markets tend to prosper.
Making Tax Reform Enduring
Nobel laureate Milton Friedman was a longtime proponent of a flat tax with no deductions, other than a personal exemption and legitimate business expenses. 78 He favored a flat tax for a variety of reasons, but partly because (he argued) such a tax system would be more resistant to tinkering. More recently, the Mirrlees Review's volume Tax by Design supported Friedman's sentiment, stating that "Uniform taxation also simplifies the politics of decision-making and makes tax policy less vulnerable to lobbying pressure and short-term political considerations. A system with differentiated rates invites interest groups to lobby for lower rates for their own products, or at least rates as low as those on other preferentially treated commodities." 79 Friedman, however, was not sanguine about the prospects of such a tax system. As he noted in a 1982 Newsweek column, such a system "arouses intense opposition from powerful special interests created by the existing tax system: recipients of so-called charitable contributions, homeowners, the housing industry, institutions financing housing construction, the myriad of other producers and beneficiaries from tax shelters, tax lawyers and accountants, and last but not least, politicians who raise campaign funds from special-interest groups seeking to retain existing loopholes or create new ones." 80 McChesney echoed and expounded on Friedman's cynicism regarding the political process.
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Friedman concluded that the only way to achieve an enduring flat tax is by amending the Constitution. Randall Holcombe also championed a "fiscal constitution" to combat welfare losses from rent-seeking. 82 Even a tax reform that is not nearly as simple and transparent as Friedman's could be made more enduring through constitutional changes. For example, a constitutional amendment that requires supermajorities to pass laws pertaining to tax expenditures could make tax reform more successful. Amending the Constitution is a tall order, however; other measures, while not as effective as a constitutional provision, may be more attainable.
One avenue toward more enduring tax reform could come from reforming the budget process. The budget process has undergone numerous revisions in recent decades, with limited success, but hope springs eternal. One reason tax policy is uncertain is that the current tax system is insufficient to cover current and projected spending. This has as much to do with the spending side of the budget as it does with the tax side. Congress regularly games the system by producing bills designed to receive unrealistically favorable analysis by CBO and JCT. This contributes to long-term deficits, even when legislation appears to meet requirements that it not 79 adversely affect the deficit. A reform to address this problem would require CBO and JCT to "score" proposed legislation over the next ten years both as written and as fully phased in; the score that is less favorable would be operative. Such a rule could reduce the chicanery that characterizes the budget process.
Other reform options would limit the use of tax deductions. Martin Feldstein, Daniel Feenberg, and Maya MacGuineas (2011) have proposed limiting the use of deductions by setting an itemized deduction ceiling of 2 percent of total income. 83 They claim that this reform would decrease the number of itemized filers by 75 percent, from 48 million to 13 million. Economist Len Burman of Syracuse University (and founder of the Tax Policy Center) suggests a "three strikes and you're out" rule for tax deductions and credits: His proposal would give Congress the option of renewing tax provisions three times, and after that the provision must either be made permanent or eliminated. Burman recognizes that this proposal is not fundamental tax reform, but it might reduce the uncertainty created by the growing number of expiring tax expenditures. 
